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PEOPLE'S REPUBLIC OF CHINA: KEY ECONOMIC INDICATORS 
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Domestic Economy 1/ 

Population (millions) 

Natural Rate of Population Growth (%) 

Official Unemployment (avg. % for year) 

GNP (billion yuan) 
Real GNP Growth (%) 

GNP Per Capita (yuan) 

Real Per Capita GNP Growth (%) 

Gross Value Indus. Output (billion yuan) 2/ 
Real Growth GVIO (%) 

Industrial Productivity Growth (%) 

Gross Value Agric. Output (billion yuan) 2/ 
Real Growth GVAO (%) 

Retail Sales (billion yuan) 

Real Growth Retail Sales (%) 

Total Fixed Asset Investment (billion yuan) 
Real Growth Fixed Asset Investment (%) 
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Domestic Finance 

General Retail Price Index (CPI) (% change) 
Domestic M-2 Money Supply (billion yuan) 
M-2 Growth Over Prior Year-End (%) 

Govt. Budget Surplus/Deficit as % of GNP 


Balance of Payments (US$ billions) 
PRC Exports (FOB) 

PRC Imports (CIF) 

Trade Balance (BOP basis) 

Current Account Balance 

Foreign Direct Investment (paid in) 
Foreign debt, year end (estimated) 
Debt Service Paid (estimated) 

Debt Service Ratio (% of exports) 
Foreign Exchange Reserves (year-end) 
Average Exchange Rate for Year (yuan/$) 3/ 
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.§.-China Trade and Investment (US$ billions) 
. Exports to China (FAS) 
. Imports from China (FAS) 
.-China Trade Balance 
. Share of Chinese Exports (%) 
. Share of Chinese Imports (%) 
-§. Investment (Cumulative, Approved) 
. Share of Total Foreign Investment (%) 
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otes: 

1/ All yuan are current yuan. Growth rates are adjusted for inflation. 

2/ In accordance with the material product system (MPS) of national income 
accounting, GVIO and GVAO figures are calculated on a gross rather than a 
net basis. They are not directly comparable with GNP and national income 
figures, which are calculated on a value added basis. 

3/ Figures do not reflect the price of foreign exchange sold at domestic 
adjustment centers (swap markets), which has averaged 6.0 yuan/$1 in 1989. 

4/ Except for projections, investment data are based on official Chinese 
sources. U.S.-China bilateral trade is based on U.S. Government data. 


Sources: State Statistical Bureau (SSB) Yearbook and Annual Statistical 
Communiques on Economic Performance, People's Bank of China Banking Data, 


Ministry of Finance Budget Reports, U.S.Government trade data, and Embassy 
estimates. 





SUMMARY ™* 


China's economy overheated in 1988. GNP grew more than 11 percent 
in real terms, driven by a 20-percent increase in real industrial 
output. Stimulative monetary and fiscal policies early in the 
year financed a dramatic expansion of investment and consumption, 
pushing inflation to double-digit levels for the first time in 
nearly 40 years. China's trade deficit widened as imports rose 
sharply to meet rising industrial demand for raw materials and to 
offset production shortfalls of grain and other agricultural 
goods. Strong capital inflows, however, enabled China to increase 
foreign exchange reserves to US$17.6 billion at year-end. 


To cool down the economy and to strengthen the central government's 
macroeconomic control, the government adopted a program of economic 
retrenchment and restructuring in September 1988. Credit limits 
were imposed (particularly for fixed asset investment), key prices 
frozen, construction projects cancelled, and interest rates on 
savings raised. By October 1989, GDP growth had slowed to 

5 percent. Inflation had dropped from 27 percent in the first 
quarter to 11 percent. Growth in money supply had been brought in 
line with economic growth. The burgeoning trade deficit was being 
brought under control. The government devalued the renminbi (RMB) 
in December from RMB 3.7 to US$1 to RMB 4.7 to USS$1. 


In November 1989, the Fifth Plenum of the Thirteenth Party Congress 
of the Chinese Communist Party decided to continue the policy of 
economic retrenchment and restructuring for the next few years. 
This policy has been successful at the macroeconomic level in a 
number of areas. External debt service remains manageable. At 

the same time, the attempt to regain control over macroeconomic 


decision-making through administrative fiat and greater 
centralization of foreign trade, the production and allocation of 
key commodities, fiscal authority, and credit issuance risks 
bringing the economy to the brink of recession has raised serious 


questions about China's commitment to fundamental, market-oriented 
reform. 


Chinese leaders have, however, stated repeatedly that there has 
been no change in the decade-old open policy toward trade and 
investment. Many U.S. businesspeople are, nevertheless, finding 
their decisions influenced by China's austerity program, changes 
in industrial policy, attempts to recentralize control over the 
economy, and continuing lack of transparency in China's trade and 
investment regime. Potential U.S. investors report that it is 
more difficult to locate Chinese partners financially able to 
conclude joint venture contracts. U.S. exporters face tighter 
Chinese import restrictions, and some have experienced difficulty 
in obtaining timely payment. With China's economy in a period of 
transition, prudent U.S. businesspeople must carefully assess the 
realities of the situation, find a niche, and make choices based 
on sound business practices. 


*This export was prepared in December 1989. 





CURRENT ECONOMIC SITUATION AND TRENDS 
China's Economy Overheats in 1988 


China's economy has grown rapidly in recent years. GNP reached 
1.4 trillion current yuan in 1988 -- an inflation-adjusted 
11.2-percent increase over 1987. GNP growth was driven by a 
tremendous expansion of industrial production. The gross value of 
industrial output (GVIO) in 1988 was up more than 20 percent in 
real terms. Industrial expansion was fueled by accommodative 
monetary policies during the first three quarters of 1988. Credit 
and money (M-1) expanded at annual rates in excess of 20 percent 
during the first three quarters of 1988, financing a 19-percent 


increase in capital investment and a sharp increase in urban 
incomes. 


Growth was unevenly distributed. In recent years, agricultural 
performance has lagged significantly behind that of industry. The 
gross value of agricultural output (GVAO) rose only 3.2 percent in 
real terms in 1988. Grain production declined 2 percent, and 
similar declines were also registered for cotton and oilseed 
output. Industrial enterprises run by village and township 
enterprises meanwhile enjoyed real growth of almost 40 percent. 
Overall, manufacturing output rose 23 percent in real terms, but 
extractive and raw materials output grew only 11 percent, 
energy-related raw materials (coal and fossil fuels) output rose 
4.2 percent, and petroleum production increased barely 2 percent. 
The overheated growth of manufacturing and capital investment 
worsened already acute energy and raw materials shortages. In 


addition, demand pressures pushed up producer prices by more than 
20 percent. 


China's inflation rate surged in 1988, reaching double-digit 

levels for the first time in nearly 40 years. The government's 
overall index of retail prices increased 27.5 percent (December 
1988 over December 1987); urban retail prices rose even faster. 


Inflation and the overheated economy helped to push the central 
government's budget deficit (calculated according to IMF 
methodology) to 26.5 billion yuan, equal to 1.9 percent of GNP. 


This represented an increase of 55 percent over the 1987 budget 
deficit. 


Demand for imports exploded in the second half of the year in 
response to rapidly expanding industrial demand for raw and 
semifinished materials and growing decentraliztion of the trade 
system. In 1988, China's foreign trade deficit was US$7.7 billion 
(imports c.i.f., exports f.o.b.). Trade totalled over USS$100 
billion. As a result of the widening merchandise trade deficit, 
China's current account declined from a USS0.3 billion surplus in 
1987 to a US$1.3 billion deficit in 1988. Strong capital inflows, 
however, enabled China to increase its foreign exchange reserves 
to US$17.6 billion at the end of 1988. 


The Government Responds with a Program of Economic Retrenchment 


To cool down the overheated economy, reduce inflation, and 
strengthen the central government's macroeconomic control, the 
government adopted a program of economic retrenchment and 





restructuring in September 1988. China's central bank, the 
People's Bank of China, imposed controls on the volume of lending 
(especially for fixed asset investment), forced banks to call in 
overdue or non-performing loans, and implemented inflation 

indexing for long-term savings deposits. Interest rates on bank 
deposits and loans were raised. Temporary price controls were 
introduced to freeze key market prices and halt decontrol of 

prices still subject to central planning. Some 18,000 construction 
projects were suspended or stopped during the past year, reducing 
planned investment by 68 billion yuan. 


By October 1989, the economic retrenchment program had achieved 
initial results. Tightened control on bank credit, along with 
reduced growth in investment expenditures and consumer demand, had 
brought growth in money supply in line with economic growth. 
Personal savings during the first three quarters increased 

35 percent. Credit grew at the lowest rate in seven years. 
Industrial production expanded just 8.5 percent during the first 
10 months of the year. Investment by state-owned enterprises in 
fixed assets decreased more than 20 percent. GDP growth slowed to 
5 percent. Inflation dropped from 27 percent in the first quarter 
to 11 percent. In December 1989, the government announced the 
devaluation of the renminbi (RMB) from RMB 3.7 = US$1 to RMB 4.7 = 
US$1 to favorably support production and foreign trade. 


Prospects for the Economy 


In November 1989, the Fifth Plenum of the Thirteenth Party 
Congress of the Chinese Communist Party decided to continue the 
policy of economic retrenchment and restructuring for “three years 
or a little longer." This policy, while successful in a number of 
areas, risks bringing the economy to the brink of recession. 
Reliance on administrative controls jeopardizes improvement of 
overall economic efficiency. 


In October 1989 industrial production dropped 2.1 percent compared 
with the previous October. Cash-starved enterprises -- 
particularly the large- and medium-sized backbone enterprises -- 
are enmeshed in a web of interlocking debt. Meanwhile, state-owned 
enterprises in key industries receive preferential access to 
credit and raw materials, at times jeopardizing economic 
efficiency. Retail sales declined 8.2 percent in real terms 
during the first three quarters, causing inventories of unsold 
goods to pile up on store shelves and in warehouses. As industry 
tries to make ends meet, wage growth has slowed, and unemployment 
and underemployment are on the rise. The government officially 
estimates that unemployment will double from 2 to 4 percent by 
year-end; unofficial estimates are much higher. 


Attempts to regain control over macroeconomic decision-making 
through greater centralization of foreign trade, the production 
and allocation of key commodities, fiscal authority, and credit 


issuance have also slowed the momentum of economic reform and 
liberalization. 


For 1989, the Embassy estimates real GNP growth in the range of 
5 to 6 percent, fueled by industrial growth of below 7 percent. 
The 1989 year-end retail price inflation rate could decline to 
6 percent (December 1989 over December 1988). Due to the high 





inflation experienced during the first half of the year, though, 
the official figures for average annual inflation will still be 
close to 20 percent. 


Agricultural output will likely achieve the 4-percent growth 
targeted for 1989, thanks to a fairly good harvest of the major 
grain crops. Better advanced planning and timely credit support 
from the central bank indicate that there will be no extensive 
repeat of the situation in 1988 when there was widespread use of 
IOU's to pay for grain required to be sold to the state. 


China's new political leadership has reaffirmed the central 
importance of agriculture in the Chinese economy. Modest price 
increases for cotton and grain have been announced. To increase 
agricultural output, though, the government will continue to rely 
primarily on non-price incentives: increased applications of 
science and technology, improvements in the irrigation system, 
greater use of hybrid rice and crossbred corn seed, and development 
of agricultural infrastructure. Monopoly government control of 
fertilizer and other inputs, instituted to check profiteering, 
will be retained. The role of large-scale farming, particularly 
near major urban areas, will be expanded on a voluntary basis as 
the government seeks to improve agricultural efficiency perceived 
lost through excessive decentralization. Low yields and the 
decrease in arable land will nevertheless continue to frustrate 
ambitious agricultural growth plans. 


The government's budget deficit is expected to have increased in 
1989, despite more rigorous tax collection efforts. Rising losses 
by state enterprises, which normally contribute about 75 percent 


of government revenues, have undermined the state's financing 
capabilites. At the same time, increasing industrial and consumer 
subsidies have boosted expenditures. The central government has 
announced its intention to implement significant changes in fiscal 
policy beginning in 1990, both to increase revenue generation and 
to expand the share of total revenues reverting to the central 
authorities. 


Government measures adopted to redress the burgeoning trade 
deficit began to show results in the third quarter of 1989. 
Within the context of recentralized foreign trade authority, the 
central government tightened restrictions on imports of consumer 
products, machinery, and electronics, implemented additional 
import licensing requirements, and increased tariffs. Credit and 
raw materials are being funneled to export-oriented industries. 
As a result, the Embassy estimates China's trade deficit will be 


contained at USS7 billion (on a balance-of-payments basis) in 
1989. 


China's balance on current account will probably also be 
approximately USS$7 billion. Foreign exchange income from 
international tourism was the area most immediately and most 
seriously affected by political disturbances in Beijing which 
began in April 1989; the industry is not expected to recover fully 
for two to three years. 


Following the June political turmoil in Beijing, international 
financial institutions suspended consideration of new loans to 
China. Most new bilateral aid programs were also held in abeyance. 





In the wake of these decisions, commercial banks drastically 
curtailed long- and medium-term lending to China. This decision 
was motivated in part by the action of official donors, but toa 
great extent also by the banks' own evaluation of the economic 
impact of China's retrenchment policies. Donors and commercial 
banks continued to disburse existing loans, however, and by late 
1989 several new commercial loans had been syndicated (albeit at 
somewhat higher costs to the borrowers). 


The number of approved foreign direct investment projects 
increased 16 percent to 4,281 in the first nine months of 1989 
compared with the same period in 1988. Actual capital inflows 
increased 29 percent to total USS$2 billion. Many of these 
projects, though, were the result of negotiations initiated prior 
to the implementation of economic retrenchment in September 1988. 
Reflecting the slowdown in the economy and the uncertainty and 
difficulties faced by foreign investors during the period of 
economic retrenchment, foreign investment is likely to grow more 
slowly beginning about the middle of 1990. The Embassy does not, 
however, predict large-scale disinvestment or the total cessation 
of new long- and medium-term investment. 


China's external debt stood at USS$40 billion at year-end 1988; the 
Embassy estimates it will grow to USS$44 billion or slightly higher 
by the end of 1989. This level of debt, roughly equal to 

10 percent of GNP, remains manageable. Debt service payments 

are currently estimated at approximately 10 percent of export 
earnings; they are not expected to reach danger levels even during 
the peak debt payment period in the early 1990s. Foreign exchange 


reserves totalled US$14.2 billion on September 30, 1989, equal to 
about three months import cover. 


IMPLICATIONS FOR THE UNITED STATES 
U.S.-China Trade Expands in 1988 


U.S.-China bilateral trade grew 38 pecent in 1988, to USS$13.5 
billion. The U.S. trade deficit with China rose to US$3.5 billion. 
The United States was China's third largest trade partner in 1988 
(after Hong Kong and‘Japan), taking 18 percent of China's exports 
and supplying 9 percent of its imports. U.S. exports benefitted 
from China's increased demand for agricultural commodities and 
chemical products. Sales of agricultural products more than 
doubled 1987 levels, accounting for nearly 25 percent of total 
U.S. exports to China. Chemical and fertilizer sales rose about 
50 percent, while exports of plastics, resins and synthetic rubber 
increased more than 150 percent. Exports of machinery and 
transport equipment were flat in 1988, and their share of total 
U.S. exports declined from 43 percent in 1987 to 29 percent in 
1988. U.S. import growth was spread over a variety of products, 
including toys and games, travel goods and handbags, footwear, 
fish and shellfish, and metal manufactures. Textiles and apparel 
accounted for 32 percent of total U.S. imports, but grew only 
marginally over 1987. Growth of petroleum imports was also flat 
and accounted for less than 5 percent of U.S. imports from China. 





Bilateral Trade Continues to Grow in 1989 


U.S. exports to China grew about 25 percent during the first nine 
months of 1989 compared with the same period one year earlier, 
according to U.S. Department of Commerce figures. This growth 
resulted almost entirely from higher sales of grain and fertilizer. 
The United States will continue to be one of China's primary 
suppliers of agricultural products, raw materials, and chemicals, 
products China needs to make up for domestic shortfalls and to 
meet industrial and agricultural production targets. 


China is now following a generally more discriminating import 
policy. It has tightened existing restrictions on consumer 
product imports in particular. The market for other manufactured 
products will depend on China's export earnings, as China attempts 
to relate its overall import growth to export growth. U.S. 
exporters of machinery and electronic equipment also frequently 
face stiff competition from third country suppliers whose sales in 
many cases are backed by government-financed soft loans. The 
market for many U.S. manufactured products will thus be flat. 
There will be, however, some notable exceptions, primarily in 
China's priority sectors (transport, communications, raw materials, 
and energy) and inputs for projects with multilateral concessional 
financing. Some U.S. exporters have experienced difficulty in 
obtaining timely payment as Chinese buyers feel the bite of the 
economic retrenchment program. 


U.S. imports from China have continued to grow rapidly in 1989, 
resulting in a larger U.S. bilateral trade deficit. According to 
U.S. statistics, U.S. imports from China grew 40 percent in the 
first nine months of 1989, well above the 11 percent growth rate 
for China's total exports during the same period. As a result, 
the United States will displace Japan as China's number one market 
in 1989 (although transshipments through Hong Kong will continue 
to make it the leading destination for Chinese exports). The 
composition of U.S. imports from China is also changing rapidly. 
Although textile products are still China's number one export to 
the United States, their percentage of total exports is dropping 
as China has broadened its export base to include a wide variety 
of light industrial products. 


Faced with import restrictions in many markets and self-imposed 
limits on raw materials exports, China will continue to focus its 
export efforts on the United States -- its most lucrative and 
accessible market for sales of manufactured products. Both U.S. 


imports from China and the U.S. bilateral trade deficit are likely 
to increase in the years ahead. 


U.S. Investment in China 


U.S. firms have licensing, technology transfer, equity joint 

venture, and coproduction agreements in China. During 1988, U.S. 
investors signed contracts for 269 projects worth US$370 million, 

a 9-percent increase over 1987. Cumulative U.S. investment 

reached US$3.3 billion by the end of 1988 -- making the United 
States the largest foreign investor in China after Hong Kong/Macao. 
U.S. investment continued to grow during the first half of 1989, 

despite the difficulties imposed by China's economic retrenchment 
policies. Chinese authorities reported that another US$400 million 





in U.S. direct investment was approved during the first six months 
of 1989. 


In the wake of mid-year political turmoil, however, it is not clear 
that this trend will continue. Statistics currently available 
suggest that overall foreign investment in China during the third 
quarter declined sharply as compared with the same period in 1988, 
both in terms of number of projects approved and value of committed 
funds. A senior Chinese trade official has recently suggested 

that overall new investment in China in 1989 will be roughly the 
same as or slightly lower than in 1988. U.S. investment is likely 
to follow these trends, resulting in a much lower than expected 
growth rate in U.S. investment for 1989. 


American businessmen invest in China for a variety of reasons. 

By establishing a manufacturing joint venture, many U.S. firms 
hope to overcome difficulties related to Chinese foreign exchange 
controls and restrictions on imports. In certain industries, such 
as aerospace, U.S. companies have set up joint ventures to produce 
components and other products that can be exported to meet Chinese 
countertrade requirements. Some light industry investors in the 
coastal regions have taken advantage of China's relatively 
well-educated, low-cost labor force. 


While many of these factors may not be directly affected by the 
retrenchment policy, this policy has affected access to credit and 
raw materials. Potential U.S. investors report that it is more 
difficult to locate Chinese partners financially able to conclude 
joint venture contracts. Due to lack of funds, the Chinese are 


encouraging the foreign investor to provide 100 percent 
capitalization. Government policy is to steer investment to key 
sectors such as energy, transportation, and heavy industy. 


The United States has a bilateral tax treaty with China. There is 
no bilateral investment treaty. 


China's Business and Investment Climate: Problems and Prospects 


China's leaders have repeatedly stated that there has been no 
change in the decade-old open policy toward trade and investment. 
Moreover, in the long run, if the government's current retrenchment 
policies are successful in curbing inflation and restoring the 
conditions necessary for a resumption of economic reform, U.S. 
business will benefit from a more stable economic environment in 
which to trade and invest. 


During the next three years, however, many trade and investment 
decisions will be influenced by the austerity program. Resource 
allocation will be subject to planning targets rather than market 
Signals. In addition to tight credit and more controlled access 
to raw materials, U.S. businesspeople may run up against greater 
bureaucratic inertia on the part of ministries under pressure to 
hold the line on expenditures. Greater recentralization of 
economic authority and increased reliance on administrative 
control of the economy have been accompanied by a growing lack of 
transparency in economic decision-making. Since mid-1989, the 
government has sought to increase the role of the Communist Party 
in factory management, reversing its policy of the past decade. 
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There are also systemic obstacles that affect U.S. trade and 
investment with China. A complex system of market and 
administrative controls restrict foreign firms' access to the 
domestic market. Market controls include tariffs and import 
regulatory taxes; administrative controls include import and 
export licensing, import substitution regulations, and foreign 
exchange restrictions. China also restricts foreign activities in 
the service sector, including shipping, insurance, banking, 
accounting and legal sevices. China' imperfect and often 
arbitrary legal and regulatory regimes pose a constant challenge 
to foreign investors. Progress in reducing or eliminating some of 
these barriers to business is possible, particularly as China is 
negotiating to become a contracting party to the General Agreement 
on Tariffs and Trade (GATT) and seeks to conclude bilateral 
investment treaties with its major trade and investment partners. 


U.S. Government Trade Promotion 


The U.S. and Foreign Commercial Service (US&FCS) provides 
counseling and other assistance to U.S. firms doing business in 
China through its offices at the Embassy in Beijing and at the 
Consulates General in Shanghai, Guangzhou, Shenyang, and Chengdu. 
FCS commercial officers and representatives in China can be 
reached at the following numbers: 


Beijing: Tel: 532-3831, ext. 480; Fax: 532-3297; Telex: 22701. 
Shanghai: Tel: 433-2492; Fax: 433-1576; Telex: 33383. 
Guangzhou: Tel: 67-7842; Fax: 66-6490; Telex: 44439. 

Shenyang: Tel: 39-0000; Fax: 29-0074; Telex: 80011. 

Chengdu: Tel: 55-3514; Fax: 58-3520; Telex: 60128. 


In addition, the U.S. Export-Import Bank offers favorable financing 
for U.S. exports to China; the U.S. Trade and Development Program 
(TDP) funds feasibility studies that give U.S. firms entry to 
Chinese projects; and the Overseas Private Investment Corporation 
(OPIC) offers certaintypes of political risk insurance to U.S. 
investors. As, however, these programs have been the focus of 
U.S. congressional measures passed as a result of the Chinese 
Government's actions in June, the Embassy suggests that U.S. 
businesspeople check with the US&FCS office in China, the 
Department of Commerce Desk Officer, for China, or the 
organization concerned for an update on what services are 
currently available. U.S. vendors also have good prospects for 
World Bank and other multilateral development bank financed 
projects, if they obtain timely project details and bid actively. 
Interested U.S. firms are invited to contact the US&FCS offices in 
China or the China Desk for further information about projects 
under current consideration. 
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